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aT has not been a year out of the last dozefi. when over $9 billions, three times as large as those of the 
federal taxes have not been a major item in business twenties, and in 1939 we ended with a figure of $8.4 
calculations. The undistributed profits tax was 4 feature billions. World War II expenditures took us over $100 
of the Revenue Act of 1936, twelve years ago;\and the billions, and today again we face a budget certainly four 
excess profits tax returned as part of the federal tak system times and probably five times as great as it was before the 
in 1940, leaving even after its repeal in 1945 a wake of war. That prospect is so unattractive that we are bound to 
carry-backs and carry-forwards which haunt us to this day. review it in detail. 

We could smile at our memories of the past ifjwe felt In the fiscal year ended June 30, 1948, the Federal 
assured that the tax future would be brighter, but we do Government spent just over $36 billions, and an added 
not and we can not. We can give thanks, however, for $3 billions was allotted as an advance payment on account 
one great gain this year, which all of us will appreciate of foreign economic cooperation. Of this amount, the 
more fully on January 15 and March 15 of 1949. Last major expenditures were for five items: 
spring Congress finally enacted, over the presidential veto, 1. National defense: <.............c.c0sssess. $10.6 billions 
legislation designed to put taxpayers in all the states on 2. Veterans services and benefits........ 6.6 billions 
the same basis for federal income, estate and gift tax 3. Interest on the public debt ............ 5.2 billions 
purposes. In these days of heavy federal taxes, it is cer- 4. International affairs .........0..0ccc8. 4.7 billions 
tainly manifest in theory, though not always carried out 5, TR iti niicccin 2.3 billions 
in practice, that taxpayers in like circumstances must be snompsnceniod 
given like treatment; that it is grossly unfair to tax an I siscsssznenks $29.4 billions 
Se a ee There follow five other lesser items, ranging from $687 

; millions to $2 billions each, which, with the first five 


California. So long as the Revenue Act of 1948 remains in 


sie items, comprise nearly all the total expenditures: 
effect, that particular inequality has been eliminated. P y P 


a , Ca. FO a ciicincecscieceiticttesicitsinix $ 1.9 _ billions 
What is the tax outlook for 1949 and the foreseeable 1. Gesmvih-aumasmeet a ‘iiiteas 
future? Can we expect tax reduction or any other form of 8. Transport and ied 


tax legislation? Have we, as the result of two World (highways, aviation, naviga- 


Wars, arrived on a plateau of tax inertia; or, worse still, ti d since ‘Hine 
liesa: aati a ae til}? ion aids, postal service) aos aiees 1.3 billions 
oe ee ee ae acloeas 9. Natural resources (atomic energy, 

I. reclamation, forest service).... 1.1 billions 
The tax outlook always depends on the expenditure 50 - I so tietiinccniim .687 billion 
outlook. Nearly all the people want to see the Federal oon 
Government pay its way without recurrent deficits, cer- FOB scerrwarescesec $35.787 billions 
tainly in years of good business. On the record, the Presi- Since $36 billions is four or five times the federal ex- 
dent and the Budget Director will have real difficulty in penditures of the thirties, many of us would start with 
keeping the budget of the next few years down to $35— hope and enthusiasm to slash a few billions from the 
$40 billions, a figure which allows no substantial tax re- major individual items. What are the chances of anything 
duction. of the sort? Let us review the list of the ten major cate- 
World War I left in its wake a federal budget a little gories of expenditures. 
under $3 billions, about four times as large as it had been What will military and naval expenditures be in 1950? 
Pelore that war. The thirties produced expenditures of They were $10.6 billions in fiscal 1948. They seem to be 
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running at about $15 billions this year. The military is 
said to want at least $20 billions, and President Truman 
has spoken of $14.5 billions. $15 billions is perhaps a 
likely figure. European relief? Less perhaps than in 1948, 
as Mr. Hoffman has suggested, but still a likely $5 bil- 
lions. Interest on the debt is a little over $5 billions and is 
perhaps more likely to increase than to diminish. Veterans’ 
benefits and services took $6.6 in 1948; how much can the 
figure be reduced in 1949? With no reductions, the sub- 
total is about $32 billions, and so far we have provided 
nothing for the general government. 

Certainly it should be possible to prune the Washington 
payrolls to some extent. Perhaps crop subsidies could be 
cut a bit; and perhaps other reductions could be made. 
Nevertheless, with the best will in the world it will be 
very hard to get the budget down very many billions of 
dollars. It is perhaps more likely that the President or 
Congress will add a billion or two. Unhappily and reluc- 
tantly we seem for the time being to be stuck with a federal 
budget of $35 to $40 billions and Congress will show real 
restraint if the 1950 budget does not climb higher still. 
If so, we must continue to raise revenues of about the 
present dimensions. There can be no substantial tax relief. 
Indeed, there is already congressional talk of new taxes. 

Would this be a good time to increase individual or 
corporate taxes? Most of us would agree that the ex- 
penditure budget must be kept in balance. Individual and 
corporate taxes are already very high. With an election 
just over, Congress will not be much interested in tax 
increases, particularly on individuals. In the corporate 
field, there is talk of an excess profits tax, and profits de- 
fined by law as excessive are always a fair target for heavy 
taxation. The difficulty is that, in our two experiences 
with an excess profits tax during two world wars, we have 
not yet succeeded in devising a law that works at all 
fairly; and in each case distinguished Secretaries of the 
Treasury urged repeal of the law at the end of the war. 
Until we can devise a yardstick of normal profits, ap- 
plicable to all sorts and conditions of business, we should 
only resort to the excess profits tax in times of much 
greater emergency than these. 

It behooves us, therefore, first, to exercise the greatest 
restraint with respect to any new expenditures, and, second, 
to review our tax system very carefully, to make sure that 
its impact is not damaging or blocking the very business 
prosperity which is essential to the welfare of the United 
States Treasury, as well as of all the rest of us. We must 
not let our enemies win their cold war by destroying our 
business and our civilization through the taxes Congress 
has levied in preparation for the fighting war that does 


not come. 
Il. 


The first order of tax business at the next session of 
Congress will be a tax revision bill based on H. R. 6712, 
which passed only the House just before adjournment 
last June. The bill has no popular appeal, and very little 
appeal even to businessmen, for it seeks merely to correct 
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a long series of relatively small injustices in the law; and 
by some provisions, to permit some desirable transactions 
to go through, which today are blocked by the tax law. 
Nevertheless, the bill, if passed, will do a great deal of 
good in numerous cases, and it, therefore, should be 
revised and adopted. 

The bill in its present form is not satisfactory, since it 
embodies too many compromises between a Republican 
Ways and Means Committee and a Democratic Treasury 
that wanted no tax legislation at all. Its most significant 
provisions are those dealing with stock option and stock 
purchase plans; and with the penalty applicable to un- 
reasonable accumulations of surplus by corporations. Both 
sections are an improvement on the present law, but both 
need more improvement still. As to the first, the law 
should provide simply and directly that an individual does 
not realize income from the purchase of stock or warrants, 
whether from his employer or others, provided that the 
purchase is effected or the option is granted at a price not 
substantially less than the fair market value of the stock. 
Such an amendment would not actually cost the Treasury 
any revenue, for it is pretty clear that the present rulings 
have completely stopped stock option and stock purchase 
contracts. Whether it will be adopted, however, is at best 
debatable, since its utility will be thought to be for highly 
paid corporate executives. It can be used to the great 
advantage of the young corporate officer growing up, but 
Congress may not fully realize that. 


Some of the questions raised by the provisions governing 
the penalty on unreasonable corporate accumulations are 
fundamental in character and involve broader issues than 
the application of the particular penalty. We are told that 
one of the reasons our business civilization has flourished 
is that we have been quick to modernize plant and ma- 
chinery. Our factories are more completely mechanized 
than those of any other country. One result has been that 
we can produce better goods cheaper than our neighbors, 
at the same time that we can pay far higher wages than 
they do. Thus, it has become true that our people, as a 
whole, can enjoy a notably higher standard of living than 
those of any other land. 


The corollary of these propositions is that our invest- 
ment per worker in plant and machinery is higher than 
that of any other country. Moreover, if we are to continue 
to advance industrially, it is likely that that investment 
will steadily increase, as it has in past decades. There 1s, 
therefore, a continuing and increasing demand for new 
capital to be invested not merely in new businesses here and 
abroad, but in the improvement of our old businesses. 

Where is this capital to come from? High surtaxes pre- 
vent much saving by middle class and well-to-do people. 
The day of great fortunes is probably over. Many serious 
writers have called attention to statistics bringing out the 
dearth of new capital formation. In large part, businesses 
have had to accumulate their own new capital. It has not 
been possible for some time readily to obtain new equit) 
money from the market. 
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Our federal tax laws have been designed almost ex- 
lusively to raise as much revenue as possible with as few 
loopholes as possible. In recent years, the Congress and 

Treasury have labored with particular diligence to 
this end. Much less attention has been paid to the long-run 
effects of income tax provisions on the economy. While 
the United States Treasury is a partner with a large and, 
during the war, a majority interest in corporate incomes, 
individual citizens are still heavily interested in their own 
enterprises. In any event, both parties have a tremendous 
stake in the preservation and prosperity of industry. Tax 
provisions that work against these great ends must be 
corrected, and they should be corrected in times of pros- 
perity, when any adverse revenue effect of changes can 


the more readily be borne. 


Three provisions of the income tax law work in the 
wrong direction, and should be changed before more 
permanent damage is done. The first is the penalty on 
the unreasonable accumulation of earnings. Now no one 
would urge that closely-held corporations should be per- 
fectly free so to accumulate earnings that surtaxes on their 
wealthy shareholders are avoided. On the other hand, 
cases of tax avoidance of this sort are probably the ex- 
ception today, not the rule. Since corporations have found 
it difficult or impossible to raise equity money in the mar- 
ket, they have been forced to retain earnings for needed 
improvements and expansion. On the other hand, internal 
revenue agents have long been instructed by the Bureau 
to apply a rule of thumb that a corporation should dis- 
tribute 70 per cent of its earnings, unless it can demon- 
strate special reasons for retention of earnings. One result 
is annual conferences between corporate executives and 
their lawyers to try to determine whether the corporate 
needs will probably be regarded as adequate by a revenue 
agent examining the books two or three years later. It is 
impossible to determine so speculative a question, and the 
usual practice is to cut the corporate program for modern- 
ization and improvement, in order to permit it to distribute 
more dividends than the officers and directors honestly 
think is wise. In this manner, the officers and directors 
hope to purchase that much insurance against the possibility 
of a damaging internal revenue agent’s report. Recent 
litigation has shown that such a report may not only cost 
the corporation the severe penalty of Section 102; it may 
also subject the directors individually to damage suits 
by stockholders and possibly to adverse judgments. 


The large publicly-owned corporation has little to fear 
from Section 102, for it can almost always show pressing 
needs for funds for development and expansion. The 
penalty is more apt to be asserted against smaller enter- 
we trying to grow; enterprises whose stock is closely 
held because they are relatively unknown, and public 
financing is costly and impossible. Small business is gen- 
erally forced to produce and to accumulate its own capital. 
Granted that there must be a penalty for improper accu- 
mulation, the Commissioner should have to prove his 
case in this instance as he must if he asserts other penalties. 
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Business should not be left so vulnerable to the assertion 
of a penalty by a revenue agent who really knows very 
little about business at all, but whose assertion now enjoys 
a presumption of correctness. 


In the second place, the Treasury has followed for 
years a rigid and niggardly policy on depreciation, in- 
spired in large part by a Congressional threat of restric- 
tive legislation in 1934. Rates determined by the company’s 
own officers are not entitled even to a presumption of 
correctness, and are frequently questioned and reduced. 
This policy would have been more damaging had Congress 
not provided liberally for amortization of war facilities 
during the last war. It operates especially badly today, when 
replacement costs are far above the original or tax cost 
of depreciable items. For obvious reasons, the damaging 
effects are more serious to small corporations than to 
large. 

We are told that one reason for the reluctance of British 
corporations to replace obsolete machinery is the absence 
of adequate depreciation provisions in the British income 
tax law. Certainly, we do not want to drift into similar 
stagnation over here, for we know our past success has 
been due in large part to our willingness to adopt promptly 
new methods and new machinery. 


Depreciation rates once adopted should be retained in 
force. If they are, any temporary advantages from ex- 
cessive rates soon iron out. The Treasury would not be 
likely to lose seriously in the long run if businessmen 
were free to choose depreciation rates on all assets having 
a life of more than, say, five years. Legislation to secure 
that result has been recommended, but Congress is slow to 
adopt it. Satisfactory results can be obtained without new 
legislation if the Commissioner of Internal Revenue will 
simply order his agents to give real effect to the wording 
of the present law—‘'a reasonable allowance for the ex- 
haustion, wear and tear (including a reasonable allowance 
for obsolescence).’”” That wording surely permits the 
revenue agent to allow the company’s depreciation rates to 
stand, unless they are away out of line; and certainly at 
least a 50 per cent margin over generally approved rates 
should be regarded as reasonable. The result of a more 
reasonable policy here would be not only a great saving 
in time now wasted in futile controversies, but a great 
assurance to corporations that the American policy of 
replacing old machines with improved new machines will 
be facilitated, not hindered. 


Finally, we have double taxation of corporate dividends, 
while we have only a single tax on salary income, on 
bond interest, or on other forms of income. Certainly there 
is no fairness in taxing one form of income twice while 
all others bear only one tax. Moreover, on the basic prem- 
ises I have outlined—the need for more equity capital 
investment—the tax provisions are plainly bad, for they 
discourage by a double tax the flow of funds into equity 
securities, particularly the equity securities of small enter- 
prises. Nearly all responsible organizations and writers 
have advocated that the double tax be eliminated, but the 
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reform has not yet been accomplished. It forms no part of 
H. R. 6712, mainly because the immediate loss of revenue 
would be substantial, and that argument has_ been 
regarded as conclusive. 

In my judgment, the unfairness of the tax law in this 
respect, and its unwisdom, are so patent that the reform 
should be carried throuv%&h at the earliest date that the 
budget can stand the cost. We can stand heavy taxes 
better than unjust ones, particularly unjust ones that 
operate to hinder and to dam the flow of capital into 


small and new enterprises. 
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The adoption of these three changes, whatever may 
happen to tax rates, would have a most helpful effect on 
our economy. To flourish, business need ask no favors from 
government, but it must have a fair chance to move for- 
ward. The tax toll must not be so heavy as to stop the 
traffic, and the toll gate must be wide enough to permit 
vehicles to pass through. What I have recommended is 
that the gate be widened, even though the toll remains 
unchanged. The traffic can then increase and the tax. 
gatherer will gain. The main advantage will be that the 
people of this nation and their children will continue to 
get more goods at better prices. 
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